
111.1 

The J-Curve Effect 

 

Section 110 and Appendix 18 indicate that the elasticities of demand for exports 

and for imports are crucial to determining whether devaluation improves the 

balance of exports minus imports. Note that these demand elasticities are really 

composites of domestic demand and supply responses (as shown on page 110.6). 

Generally, demand and supply responses can be expected to be greater in the long 

run than in the short run. (Example: When oil prices rose dramatically in the 1970s, 

people eventually shifted to smaller cars and moved closer to work. But in the 

short run these responses were not possible). Hence, the Marshall-Lerner 

conditions are more likely to be met in the long run than in the short run. 

 

If elasticities are low in the short run  

and high in the long run, devaluation will  

first cause the balance of exports minus  

imports to deteriorate and later improve.  

This is called the "J-curve" effect because  

a time series plot Figure 1 of the balance  

will look like Figure 1. Empirical evidence  

suggests that the J-curve does characterize  

actual devaluations. 

 

The J-curve effect raises an interesting question. Why aren't exchange rates unstable 

in the short run, if devaluation leads to excess supply of the currency? To understand 

why, it is necessary to consider real world currency transactors who might speculate 

about the value of time the currency. Speculators will be concerned about the value 

of the currency in the future. If they believe the long run implication of the 

devaluation is an improvement of the balance of exports minus imports (more demand 

for the currency), they will be willing to hold the extra supply of the currency 

which emerges in the short run.1 

                     
1 See also footnote 2, p. 110.5. 
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